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KEY ECONOMIC INDICATORS 
In billions of U.S. dollars unless noted 


1988 1988 
1986 1987/p lst Q/p Est./a 


Domestic Economy 
Population (thousands) 61.1 61.1 61.1 


Population growth (%) 0.2 0.0 0.0 


GNP in current dollars 897.7 tL, L25 er 
Per capita GNP, current dollars 14.7 18.4 
% change 26 1.8 


GNP in local currency 
(1980 prices) 1,618.4 
% change 2-5 
Consumer Price Index % change -0.2 


Production and Employment 
Civ. Labor force (millions) 28.0 
Unemployment (avg. % for year)/b 9.0 
Industrial production (local currency 
base 1980=100) % change 2.3 
Govt. oper. surplus or deficit 
as % of GDP/c -1.2 


Balance of Payments 
Exports (F.0O.B.) 242.5 76.5 
Imports (C.I.F.) 190.6 61.5 
Trade balance 51.9 15.0 
Current account balance 39.1 8.7 
Foreign direct investment (new)/d 1.0 0.5 
Foreign exchange reserves (year end) 23.1 40.3/e 
Average exch. rate for year 
(DM-= U.S. $1.00) 2.1708 1.6758 


Foreign Direct Investment /d 
Total (cumulative) 43.9 


U.S. (cumulative) 16.4 
U.S. share ST<3 


U.S. - FRG Trade 
U.S. imports from FRG (F.O.B.) 25-4 27.8 
U.S. exports to FRG (C.I F.) 12.4 14.2 
Trade balance -13.0 -13.6 
U.S. share for FRG exports (%) 10.5 9.5 
U.S. share of FRG imports (%) 6.5 6.3 


Nee 
Neae 
Neae 
Neae 
Neae 


Principal U.S. exports (1987) in billion U.S. dollars: machinery 3,018; 
chemicals 2,562; electrical equipment 2,051; aircraft 1,294; edible fats 
and oils 567; motor vehicles 249. Principal U.S. imports (1987): motor 


vehicles 11,338; machinery 5,463; chemicals 3,146; electrical equipment 
2,299; aircraft 409. 


p/ preliminary; a/ Projections for 1988 are consensus forecasts; 

b/ as percent of dependent employees; c/ on NIA-basis, all levels of 
government including the social security system; d/ foreign direct 
investment in the FRG; Deutsche Bundesbank (year-end) data; 


e/ March 31, 1988. Sources: Federal Statistical Office, Deutsche 
Bundesbank, OECD, FRG Government. 





SUMMARY 


After increasing by 1.7 percent in 1987, the Federal Republic 
of Germany's (FRG) economy is expected to grow by about 

2-5 percent in real terms in 1988. Behind this pickup in 
growth is a surprisingly strong first quarter, owing in large 
part to unseasonably mild and dry weather, and stronger-than- 
expected growth in exports. However, for the other three 
quarters of 1988, growth is expected to slow down as domestic 
demand increases at a slower pace than in 1987. In 1989, most 
observers expect German economic growth to decrease to a rate 
of under 2 percent due to a more restrictive fiscal policy 
pursued by the federal government, rising domestic interest and 
inflation rates, and the absence of any tax cuts next year. 


In 1987, the FRG ran a record trade surplus of $65.5 billion 
and a near-record current account surplus of $44.9 billion. 
With stronger exports and a slowing down in domestic demand, 
only a minor decrease in Germany's large external account 
surpluses is expected this year or next. Even with higher 
growth in 1988, unemployment is expected to remain at over 

8 percent, a level where it has stubbornly been throughout most 
of the 1980s. Inflation will continue to be very low in 1988, 
with consumer prices rising at an annual rate of only 

1 percent, but a somewhat higher rate is expected in 1989 -- 
mainly as a result of a one-time increase in excise taxes. 

By August, the U.S. dollar had appreciated in value to DM 1.88 


after dropping to an all-time low of (Deutsche Mark) DM 1.58 at 
year-end 1987. 


Between 1980 and 1987, Germany's GNP grew annually by 

1.5 percent, the slowest of the five largest economies of the 
Organization for Economic Cooperation and Development (OECD). 
In its annual report on Germany published in July, the 
Paris-based OECD spoke of the FRG being in a "vicious circle” 
where slow growth today seemed to beget slow growth tomorrow. 
Stubbornly high unemployment, combined with relatively low 
investment levels and significant capital outflows, has led to 
a domestic debate in Germany on how to make the country more 
attractive for internationally mobile capital and investment. 
Attention has been focussed on the need for further supply-side 
changes (for example, subsidies cuts, lower business taxes, 
deregulation, and more flexible labor markets) in order to 
increase Germany's growth potential and attractiveness for 
investment. The FRG has indicated that it will consider 
further micro-level changes in its next legislative period 
beginning in 1990 to encourage investment and growth. 
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CURRENT OUTLOOK: STRONGER 1988 GROWTH, BUT SLOWER IN 1989 


In the 1980s the FRG's real economic growth has weakened 
considerably in comparison with the previous three decades. 
Real GNP growth from 1980-87 averaged only 1.5 percent 
annually, in contrast with average growth of 7.9 percent in the 
1950s, 4.6 percent in the 1960s, and 2.8 percent in the 1970s. 
Up until 1986, the post-1982 economic recovery was essentially 
export led, benefiting significantly from a then appreciating 
U.S. dollar. Beginning in 1986, domestic demand became the 
Main motor of growth while the external side exerted a net 
contractionary force. The appreciation of the Deutsche Mark 
against the dollar, which began in February 1985, was obviously 
a key factor in the external side shift; the domestic side 
improvement reflected a surge in private consumption arising 
from an unusually strong real disposable income gain, stemming 
largely from income gains arising from tax reform cuts of 

$5 billion, an appreciating DM and the collapse of oil prices. 
However, beginning in the second half of 1986, domestic demand 
began to weaken and in 1987 it increased by only 2.5 percent 
year on year (y/y). As a result of this and a negative 
contribution from the country's real net foreign balance, real 
German GNP growth dipped to 1.7 percent in 1987 from 

2.4 percent a year earlier. 


In the first quarter of 1988, real German GNP grew by a 
Surprisingly strong 4.2 percent (y/y or by 1.5 percent compared 
to the fourth quarter of 1987), mainly as a result of 
unseasonably mild and dry weather. Fully half of the first 
quarter growth came from a spurt in the volatile construction 
industry. However, the German economy is expected to show a 
slower growth rate during the other three quarters of 1988. In 
the first quarter of 1988, industrial production grew an annual 
rate of 3.1 percent, but dipped to an annual rate of 1.9 
percent in the second quarter as construction activity 
declined. In mid-August the FRG released a flash estimate that 
showed GNP in the second quarter of 1988 actually declined by 
0.3 percent compared to the first quarter. The upward revision 
in growth this year will basically result from a much 

stronger -than- 

expected export performance, rather than from a higher growth 
rate in domestic demand. German real exports, which increased 
by 2.9 percent last year, are expected to increase by over 

3-5 percent in 1988. Overall, most observers believe the 
German economy will grow by about a real 2.5 percent in 1988. 
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In 1989, German real economic growth is likely to drop down to 
under 2 percent for a number of reasons. First, to offset a 
record federal budget deficit of around $22.2 billion in 1988, 
the federal government has already announced its intention to 
raise excise taxes by $4.9 billion at the beginning of 1989. 

At the same time, the FRG's new 10 percent interest withholding 
tax will go into effect, which is expected to raise over 

$1.9 billion next year in revenues, as will a $3.4 billion 
annual increase in health insurance contributions. Added 
together, these measures will take close to $10.6 billion out 
of private consumption in 1989. Rising domestic interest and 
inflation rates and the absence of any tax cuts next year will 
also dampen Germany's growth prospects. Although inflation is 
expected to go up slightly in 1989 due, among other things, to 
the excise tax increases, it will remain at a very moderate 
level, under 2.5 percent. The weakening of domestic demand, 
combined with the better-than-expected exports, means Germany's 
high (nominal) external surpluses are likely to decline only 
marginally in 1989. 


FISCAL POLICY: RECORD 1988 BUDGET DEFICIT LEADS TO MORE 
RESTRICTIVE FISCAL POLICY IN 1989; 1990 TAX REFORM APPROVED 


At the beginning of 1988, the federal government announced that 
its 1988 budget deficit would likely be $22.2 billion, or 

35 percent higher than its previous official estimate. This 
$5.6 billion jump was due to two special factors: a 

$2.2 billion higher contribution to the European Community (EC) 
and the unexpected, virtual lack of any Bundesbank profits 
transfer to the FRG Finance Ministry. (The FY 1988 budget had 
planned for a $3.3 billion transfer, but this essentially 
disappeared at the end of 1987 when the Bundesbank had to 
devalue its reserves to take into account an all-time low in 
the DM/$ exchange rate.) The federal government immediately 
pledged to reduce significantly the FY 1989 budget via excise 
tax increases and subsidies cuts. 


Overall, expenditures next year are forecast to increase by 

4.6 percent to $160.1 billion and revenues by 8.5 percent to 
$142.3 billion. Despite the government's pledge to cut 
subsidies, they will go up: a new DM 2.5 billion fund has been 
created for the structurally weak states and DM 500 million in 
new subsidies will be allocated to both the German steel 
industry and Airbus. 
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One of the key planks of the Kohl Government's fiscal policy 
has been a three-stage, 1986-90 tax reform. The first two 
stages consisted of net personal tax relief of $5 billion in 
1986 and $7.6 billion in tax relief at the beginning of 1988. 
In July, the German Parliament gave final approval to 

$21.1 billion in tax relief to take effect on January 1, 1990. 
The primary thrust of the tax relief is personal, of which the 
main elements are: a linearization of marginal personal tax 
rates (DM 18.7 billion); a reduction of the lowest individual 
tax rate from 22 to 19 percent (DM 6.2 billion); an increase in 
family exemptions (DM 2.2 billion) and in the basic personal 
exemption (DM 6 billion); and a reduction in the peak 
individual tax rate from 56 to 53 percent (DM 1 billion). 


On the business side, the corporate tax rate on retained 
earnings will be reduced from 56 to 50 percent, and small 
businesses will receive another DM 0.6 billion in tax relief. 
To offset partially revenue losses coming from the 1990 tax 
reform, an estimated $10.1 billion will be raised via cutting 
back on tax preferences and via the introduction of the new 
10 percent interest withholding tax. Thus, net tax relief in 
1990 will amount to $10.6 billion. 


MONETARY POLICY/FINANCIAL MARKETS: RISING INTEREST RATES 


In the aftermath of last year's October stock market crash, the 
Bundesbank, in coordination with the other industrial 
countries' central banks, moved to lower its official 
short-term interest rates and provide liquidity to the domestic 
market. In November, the Lombard rate, the Bundesbank's upper 
reference for money market interest rates, was lowered by 

0.5 percentage point to 4.5 percent. In early December the 
Bundesbank then lowered its discount rate, the official floor 
for money market rates, to 2.5 percent, an historical low. 

From December through most of June of this year, the Bundesbank 
kept its benchmark interest rate on security repurchases (repo) 
agreements steady at 3.25 percent. (The repo facility is a 
major source of short-term financing for the German bank system 
and the Bundesbank's preferred mechanism for managing money 
market interest rates.) However, on July 1 the Bundesbank 
raised the discount rate to 3 percent and in early August the 
Lombard rate to 5 percent. At the same time, the repo rate was 


increased in several steps by 1 percentage point to 4.25 
percent. 
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The main reasons behind the Bundesbank's mid-year tightening of 
monetary policy were a desire to bolster the DM against an 
appreciating dollar, curb potential inflation, rein in money 
supply growth, and stem capital outflows. 


In an effort to enhance the attractiveness of Germany as an 
international financial center, the Bundesbank has implemented 
a number of important changes in the money and capital markets 
over the past few years: the notification system for 
foreign-issuer DM bonds was simplified and "de-publicized"; 
the standing Federal Bond Consortium was expanded to admit 

20 foreign-owned banks for the first time (including five U.S. 
bank subsidiaries and one U.S. investment house); minimum 
reserve requirements were reduced and restructured to reduce 
certain disincentives to deposit-taking in the Federal 
Republic; and with extension of minimum reserves to funds 
raised by short-term bank securities (as in the United States), 
the Bundesbank withdrew its previous objection to issuance of 
DM Certificates of Deposits (CDs) in Germany. 


Nevertheless, the development of both a CD market and domestic 
trade in DM floating rate notes has been stifled by Germany's 
securities transactions tax, which is the most important 
remaining impediment in German securities markets. The FRG has 
repeatedly indicated that it intends to abolish this tax -- a 
course urged by the Bundesbank and the banking industry -- but 
failed to do so in connection with its recently passed 1990 tax 
reform law. Thus, it is unclear when abolition of the tax can 
be expected. In addition, the proposed interest withholding 
tax has already had a negative impact on the bond market. 


In addition to these financial market liberalizations, the 
FRG's eight regional stock exchanges have created a central 
working group empowered to coordinate a wide range of legal and 
technical issues affecting the markets. The new group is 
giving priority to standardizing certain operational aspects 
such as electronic data processing support, admission 
procedures, and settlement practices in relation to other 
international markets. Concurrently, new legislation has 
established a new equities market segment with relaxed stock 
offering conditions in order to promote equity financing by 
smaller firms and encourage venture capital participation in 
new enterprises. In addition, private interests are in the 
process of setting up the first futures market in Germany, 
which will necessitate legislative changes before it can open. 
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EXTERNAL ACCOUNTS: CONTINUED HIGH TRADE AND CURRENT ACCOUNTS 
BALANCES 


In 1987, Germany's trade surplus hit a nominal record 

$65.5 billion (5.8 percent of GNP) and the current account 
surplus hit a near record of $44.9 billion (3.9 percent of 
GNP). However, a negative contribution from the real net 
foreign balance (NFB) (on a national income account basis) 
reduced GNP growth by about 1.1 percentage points (by about the 
same amount as 1986). 


In 1988, the pace of external adjustment as measured by 
Germany's real trade volume developments is expected to slow 
down. This is because the difference between import and export 
growth has narrowed substantially. Whereas exports grew by 
only 2.9 percent (real) in 1987, they are expected to increase 
by a stronger 3.5 percent in 1988, benefiting from the relative 
weakness of DM and capital investment boom in many other 
industrial countries, particularly in Europe, which boosts 
German capital goods exports. Imports, on the other hand, are 
expected to grow at a rate of 4.5 percent, down from last 
year's 5.4 percent. In 1989, the pace of Germany's real 
external adjustment is expected to remain extremely slow, since 
domestic demand is forecast to increase by only a real 

2 percent (which will dampen imports), but export performance 
is likely to remain strong. 


Over the last few years, much of Germany's trade surplus in 
nominal terms has been mainly at the expense of its EC 
partners. Between 1985 and 1987, Germany's trade surplus with 
the EC countries jumped from $14.6 to $34.6 billion, accounting 
in the latter year for 53 percent of Germany's overall trade 
surplus of $65.5 billion. Despite this huge trade surplus, the 
DM's value against the currencies of the other countries 
participating in the European Monetary System (EMS, which does 
not include the United Kingdom and Greece) has remained 
essentially stable in nominal terms despite higher inflation 
rates in these countries. In other words, in real terms the DM 
over the past year has depreciated in value vis-a-vis the other 
EMS currencies. This, combined with a capital boom in 
country's such as France and Italy (in preparation for an 
integrated EC market in 1992), means that Germany's substantial 
trade surplus with other EC countries will rise even further 
this year as many of these countries fall into trade deficits. 
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In 1987, the FRG also posted a trade surplus with the United 
States of $16.3 billion, down $800 million from a record level 
a year earlier. (In 1983, before the sustained appreciation of 
the dollar against the DM, Germany ran a trade deficit of 

$4.7 billion with the United States.) Exports to the United 
States last year dropped by a nominal 9.6 percent to 

$28 billion while imports of American goods declined by 

4.7 percent to $11.6 billion. The January-to-June trade 
figures indicated a U.S. trade deficit of $6.5 billion, as U.S. 
imports amounted to $13.7 billion while U.S. exports to Germany 
were $7.2 billion. 


LABOR MARKETS: UNEMPLOYMENT STAYS STUBBORNLY HIGH 


In July 1988, total employment in Germany reached a 
post-recovery high of 26.1 million (seasonally adjusted), an 
increase of around 800,000 jobs since the trough year of 1983. 
However, the overall employment was still 200,000 below the 
previous recovery-high level of 26.2 million in 1980. Since 
1982, unemployment has stubbornly remained at around 8 percent 
of the dependent labor force. In July 1988, the unemployment 
rate (not seasonally adjusted ) for dependent workers stood at 
8.6 percent, or at 2.2 million, an increase of more than 23,000 
from a year earlier (more than 2.5 times higher than the 1980 
level of 890,000). 


The persistently high unemployment in recent years reflects a 
combination of factors: slow economic growth, demographic 
trends (higher labor force growth and participation rates, 
especially for women), lackluster capacity-widening investment, 
high nonwage costs (on average about 80 percent of wages), and 
labor market rigidities such as inadequate wage differentiation 
between sectors and regions. With growth expected to slow down 
in the second half of 1988 and in 1989, the unemployment 
Situation is not anticipated to improve. In fact, it will 
probably go up as the FRG absorbs this year an inflow of 
200,000 ethnic Germans coming from the Soviet bloc countries, 
Or more than double the number of last year. 


According to the German Employers Association (BDA), in 1987 
Germany had the shortest work-year (1716 hours) among 

19 Western industrialized nations (compared to 1912 hours in 
the United States and 2138 hours in Japan). In the last few 
years, the two outstanding features of collective bargaining 
agreements have been the continuing trend toward multiyear 
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contracts and the movement toward a 35-hour workweek. For 
example, last year the Metal Workers's Union (IG Metall) signed 
a path-breaking, 3-year contract which provides for a 37-hour 
week in 1989. 


In 1988, collective bargaining wage increases have been running 
around 2.5-3.5 percent (above an expected CPI rate of 

1 percent) and the trend toward a shorter work week has 
continued. For instance, the Public Workers' Union (OETV) 
negotiated a 3-year agreement for 2.7 million federal, state, 
and local employees that will lead to 38.5 hour workweek in 
1990. However, given Germany's high unemployment, many 
observers have questioned the trend toward a shorter working 
week. The Social Democratic Minister President of the German 
state of Saarland, for example, set off a controversy within 
his party when he advocated less than full wage compensation 
for unions that desired a shorter workweek. 


STRUCTURAL ADJUSTMENT: THE "“STANDORT DEUTSCHLAND" DEBATE 


In June, the German industrial capacity utilization rate stood 
at 86 percent, the highest level since the former recovery peak 
of 85.4 percent in 1979. However, despite high-capacity 
utilization rates and close to 6 years of economic recovery, 


domestic private gross fixed investment has tailed off in 
recent years, having grown last year by a real 3 percent, in 
1986 by 4.3 percent and in 1985 by 5 percent. fThis year it is 
expected to increase by only 3.5-4 percent in real terms. On 
balance, the main thrust of domestic private fixed investment 
has been more rationalization/modernization, as opposed to 
Capacity widening, which is one of the reasons why unemployment 
has remained stubbornly high. 


The flip side of relatively sluggish domestic investment has 
been a substantial outflow of long-term capital. In the first 
6 months of 1988, Germany experienced a record net capital 
outflow of $28.1 billion, more than twice the 1987 total. In 
part, German capital exports have been boosted by higher 
interest rates abroad and the FRG's intention to introduce next 
year a 10 percent interest withholding tax. However, in the 
1980s Germany has experienced a substantial net outflow of 
long-term direct investment, which has nearly doubled from an 
annual average of DM 8.4 billion between 1981 and 1983 to an 
annual average of DM 15.5 billion during the last 3 years. 





‘the 


IMPLICATIONS FOR THE UNITED STATES 


Germany is a market-dominated economy posing few formal barriers to 
American trade and investment. There are, however, some features of 
that market which distort the absolute application of free market 
principles and require adjustments by American companies 
encountering those features. Nonetheless, we rate the FRG overall 
an excellent place to do business. 


U.S. exports to Germany were $7.2 billion through June 1988. 

Despite a higher rate of inflation in the United States, and a 
recent inching upward of the dollar against the mark, the price of 
most American products should not prove an obstacle in maintaining 
improved export performance through 1989. In 1987, the U.S. trade 
deficit with Germany was $16.3 billion. While not encouraging, 
there are suggestions of some improvement. Substantial and 
Sustained improvement will, however, depend on the level of economic 
activity in Germany and U.S. supplier responsiveness to 
opportunities. 


The German population enjoys a very high standard of living, high 
savings, and low inflation rates. Quality and service are the 
watchwords in this lucrative market. Although their regard for the 
American talent for innovation is unsurpassed, perceptions of the 
quality of U.S. products is not favorable across the board. The 
Germans prefer U.S. goods in the following areas: at the top of the 


market and where the latest technology is a factor; computer 
software and peripherals; electronic components; health care and 
medical devices; and synthetics, for example. Most U.S. sales are 
of goods used in the intermediate stages of production, and few 
German firms will opt for a product solely because it carries a 
lower initial price tag. State of the art technology is valued, 
especially if it contributes to lower labor costs. 


Computers and peripherals and the software sectors will offer the 
best combined sales and growth prospects. Based on an overall 
market in 1988 of $17.4 billion and U.S. imports of $3.6 billion, 
computers and peripherals should show a growth rate of 10-15 percent 
per year through 1991. For software, the Embassy estimates a total 
1988 market of $9.5 billion and a U.S. import share of $2.8 billion, 
with a growth rate in the U.S. share of 5-10 percent per year 
through 1991. Despite the modest level of domestic investment 
forecast for the Federal Republic, the CAD/CAM/CAE/CIM market will 
exceed $560 million in 1988 and $650 million by 1991. The U.S. 
share of this market is 70 percent, and it will remain an attractive 
area for American suppliers. 
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Other sectors, with 1988 market projections, which should 
receive the attention of American suppliers are: laser and 
opto-electronics, $706 million; electronic components, 

$5.2 billion; electronic production and test equipment, 

$2.5 billion; automotive parts and equipment, $13.7 billion; 
analytical and scientific equipment, $3.5 billion; medical and 
health care equipment, $4.5 billion; industrial controls, 
$6.44 billion; and telecommunications and fiber optics, 

$6.7 billion. Attractive opportunities will also be found in 
the franchising, robotics, environmental, aerospace, and 
sporting goods fields. 


The U.S. Foreign Commercial Service continues to encourage 
greater American participation in German trade fairs as an 
excellent means for introducing new or improved products to the 
German market. Major German international trade fairs with 
Commerce Department support feature computers and peripherals, 
software, production technology, analytical and scientific 
instruments, and auto parts and accessories. Trade missions on 
a variety of themes will visit the Federal Republic during 1989. 


Finally, it is essential that any U.S. company looking at the 
German market, especially those doing so for the first time, 
consider the advent in 1992 of the single or integrated 
European market. The creation of an integrated Western Europe 
in 1992, including a common set of standards, will influence 
greatly the optimal structure and approach of American 
companies to the market. Many are already positioning 
themselves for the post-integration milieu by investigating 
joint ventures, consolidations, acquisitions, and 
diversifications. For the present, the Embassy recommends that 
American companies get into the market well in advance of 1992 
to assure themselves the advantages of any grandfathering which 
may follow that date and to allow themselves ample time to make 
any adjustments in marketing and corporate organization which 
the single Europe of 1992 will require. 


For further information on export opportunities to the Federal 
Republic of Germany, including market studies, please contact 
the Germany Desk Officers at (202) 377-2434. The address is: 
Germany Desk, Room H-3043, International Trade Administration, 
U.S. Department of Commerce, Washington, D.C. 20230. 








